By the same author EOnﬂiCt and COntrOI

~
Change and the Study of International Relations: The Evaded h \ N ] ld
Dimension (ed. with B. Buzan), Frances Pinter, 1981 ' ln t e Or
Perspectives on Political Economy: Alternatives to the

Economics of Depression (ed.), Frances Pinter, 1983 ECOnOmy :

Interdependence on Trial: Studies in the Theory and Reality of . .
Contempqrary Interdependence (ed. with P. Willetts), Contemporary Economic Realism
Frances Pinter, 1984 and Neo-Mercantilism

R. J. Barry Jones

T

Wheatsheal
Books

DISTRIBUTED BY HARVESTER PRESS



2 The Liberal Approach to Economics
and the Global Political Economy

The liberal approach to economics has a long and highly
influential history. It is a perspective upon economic life that
has influenced the policies, and practices, of governments
and attracted the intense interest of many of substantial
intellectual powers. A phenomenon of such power and
influence clearly demands the closest attention and scrutiny.

The sceptic might be suspicious of any system of ideas that
so bedazzles some minds and that seems to offer such a clear
and rigorous theory of a major part of the human condition.
It will be one of the purposes of this chapter to indicate that
such scepticism might well be warranted. While the
wholesale abandonment of insights generated by liberal
economics will certainly not be advocated, it will be argued
that analysis should be developed within an alternative
framework: a framework into which liberal insights may be
incorporated selectively and with due caution.

In any critical examination of a school of thought or a given
approach to analysis there is the inevitable question of the
reality of that which is being discussed. The difficulty, here, is
the boundary that is to be drawn around any approach, and
its adherents. In the case of economic analysis it is clear that
there are those whose views are difficult to classify in any
simple and clear manner. The current positions of many
whose origins lie within liberal theory have developed in such
a way as to raise serious doubts about their continuing
compatibility with the central tenets of that approach. Many
of those who might be entitled post-Keynsians, ultra-
Keynsians, or, in the North American context, ‘institutional-
ists’ have wandered far from the liberal faith in the benign
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24 Liberal and Economic Realist Approaches

effects of the ‘hidden hand’ that supposedly operates within
an unconstrained laissez-faire economic system.

The ability to differentiate schools of thought by high-
lighting their differences also assists with the accusation of
unfair attributions of belief, or view, to those who are
grouped together under a common title. Here, again, the
simplest defence of any system of classification may be to
establish the marked contrasts of basic outlook that exist
between those who have been placed in any onc category and
those in contrasting categories. On such grounds, liberals are
clearly differentiable from Economic Realists or socialists,
while neo-classicists may be further distinguished by their
unique confidence in general equilibrium analysis and the
role of impersonal processes. .

A clear view of, and critical approach towards, the liberal
approach to economics must, therefore, be based upon some
awareness of its central arguments and basic propositions.
Only when these have been examined can systematic criti-
cism be undertaken. What follows, then, is an outline of an
inevitably simplified model of the liberal position, and a
critical re-examination of some of its basic assumptions and
arguments.

THE LIBERAL PURPOSE

The liberal perspective shares one central difficulty with
many other approaches to economic life: a problematical
fusion of positive analysis with normatively based prescrip-
tion.! This intimate blend of statements about the ‘is’ and the
‘ought’ was central to the work of the early, classical liberal
economists. One of Adam Smith’s essential purposes was to
criticize mercantilist practices while advocating the adoption
of liberal economic policies.

It is quite clear that criticism of alternative approaches to
economic analysis and the conduct of economic policy has
remained central to the liberal enterprise throughout the
long course of its evolution. Mercantilism, and its modern
neo-mercantilist variant, and socialism are attacked vigor-
ously for their interference with the free operation of a
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and consumer satisfaction that supposedly results. In the case
of socialism, additional criticism is directed against its oppo-
sition to self-interested behaviour, acquisitive purpose and
entrepreneurial spirit. Some confusion is common on this last
point, however, for there is no necessary connection between
an extremely efficient competitive market system and private
property (or, more particularly, the private ownership of the
mcans of production and/or noticeable inequalities in the
distribution of wealth and income). This confusion is a
product of the wider set of values entertained by many liberal
economists and illustrates one of the dangers that follow from
the unavoidable role of value-based theory in the develop-
ment of any observation and analysis.

The fusion of positive and prescriptive analysis is not,
however, peculiar to those whose explicit intention is to offer
policy recommendations or to promote the realization of
personal values through changes in economic policies and
practices. Some increasingly influential theories about the
inevitable connection between personal values, established
ideas and empirical study indicate that it is a delusion to
believe that strictly ‘objective’ analysis and, therefore purely
positive theory, is possible.2

The complexities of the relationship between personal
values, established views and empirical analysis reflect a
number of issues. Such issues include the role of personal
interests and values, the necessity for theory before embark-
ing upon orderly empirical investigation and, finally, the
possible need to incorporate reference to non-observable
factors or forces within effective analysis.

It is clear that interests, of one kind or another, direct the
initial attention of investigators. It is rare, even within the
somewhat rarefied atmosphere of academia, for analysts to
devote time and energy to studying matters that they find
uninteresting or that they believe to be quite insignificant.

All aspects of human affairs, including economic activity,
are areas of considerable, if not overwhelming, complexity.
This complexity can be brought under some sort of intel-
lectual control only if it can be simplified from the outset and
if means are established for selecting the most salient features

competitive market, and the damage to economic efﬁciencyj
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for further attention. Unfortunately, the bases of simpli-
cation and selection involve the application of ideas about
how reality works, and the features that are most significant.
Such selectivity and simplification necessarily precedes sys-
tematic empirical investigation and amounts to the applica-
tion of a form of theory. Moreover, such prior theory
generally reflects value judgements and orientations: signifi-
cance is established by views on how reality affects cherished
values or how reality might be better moulded so as to ensure
their satisfaction. Theory thus directs empirical investi-
gation. Empirical investigation may prompt the subsequent
modification, or even transformation, of theory.> However,
a ‘chicken and egg’ cycle characterizes the study of human
affairs, into which initial entry is facilitated by the indi-
vidual’s earlier enculturalization and formal education.

Many analyses of complex features of human life, finally,
employ references to factors and forces which are not
immediately observable but which have to be inferred from
the occurrence of their supposed effects within observable
reality. Most of the references to systems and structures that
are made within the social sciences are of such non-observa-
bles. Actual experience is always that of actors who exist
within, and whose behaviour reflects the influence of, such
systems and structures, rather than of the system or structure
itself. However, an account of the activities of the actors who
have been observed may be fundamentally deficient unless
reference is made to the influential non-observables.4 The
significance of non-observables, then, is that they have a
complex relationship with apparent reality, are essentially
theoretical and are conceived through a complex process of
thought and observation.

The liberal analysis of economic life, in whatever form,
cannot, therefore, achieve the objectivity which some pro-
ponents have claimed and which has been proclaimed in far
too many textbooks of economic theory and analysis.> The
apparent plausibility of many basic liberal economic ideas
does not secure them against the difficulties that have been
discussed above. Such difficulties do not, however, affect
liberal theory any more or less then the contending
approaches.
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The values that are inherent in the liberal perspective need
not be disguised or denied. They demand careful consider-
ation and are open to acceptance or rejection according to
the personal inclinations of each student of human affairs.
Adam Smith was more than a mere apologist for emergent
capitalism, he was also an unashamed, and wholly justified,
advocate of fundamental principles of individual liberty.

THE LIBERAL ARGUMENT

The liberal argument can best be understood in terms of
three primary elements. First, it offers the identification of
characteristics of human economic activity that are held to be
common to all people in all places and at all times. Second, it
develops an analysis of the implications that such universals
of economic behaviour have under a variety of conditions.
Third, but by no means least, it specifies the highly desirable
consequences, for the population of any community
(national or global), of allowing unfettered free-market
principles to prevail.

Throughout the analysis, the liberal model rests upon a
number of initial assumptions that necessarily, and explicitly,
limit its correspondence with reality. The defence of such
limiting initial assumptions is that they provide the analysis
with its manageability and precision, while still allowing it to
generate fruitful insights into economic reality. However, the
newcomer should always recall that the initial assumptions of
the libcral approach do constitute a substantial, and
potentially very serious, simplification of reality.

Much of the liberal argument can be stated in mathe-
matical terms or, as is common in economics textbooks, in
graphical form. For those who are conversant, and happy,
with such techniques this practice can do much to assist
comprehension. However, there are many for whom such
procedures are baffling and something of a deterrent. Since
this account is intended for readers who may well fall into the
latter category it will concentrate upon verbal exposition.

The liberal arguement starts with a vision of an economic
society of rational actors. Such actors are rational in that they
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seek to maximize the benefits obtained from those resources
with which they are endowed. Within a complex market
economy, the exchange of goods and services is usually
facilitated by the use of money. As consumers, rational
actors use their income and wealth to purchase the combin-
ation of goods and services that provides them with the
highest possible level of overall satisfaction of needs and
wants.

As producers, rational individuals also seek to use their
skills, energies and equipment to produce those goods or
services which can be sold for the highest return (or other
payments-in-kind) in the market-place: the profits and wages
thus accruing being ultimately used to purchase goods and
services (or additional equxpment with which to enhance
productive capabilities, and hence i income-earning capacity).
Rational consumers will, in general, purchase more of any
good or service if its price is lowered and vice versa. Rational
producers will, in contrast, generally supply more at a higher
price and less at a lower price (as profits are, respectively,
raised or lowered).

The magical feature of an unfettered free, competitive
market, however, is the way in which it encourages patterns
and supply to move into balance with one another. If
consumers do not wish to buy the volume of a good—say
apples—that has been supplied to the market at the price
initially asked, then stocks will remain unsold. If sellers do
not wish to make an absolute loss on unsold stocks they will
reduce prices to encourage additional sales. Rational con-
sumers will be encouraged to buy more apples because the
lower price now makes them more attractive than some of
the other goods and services that were previously purchased.
Prices will continue to be lowered until a price is reached at
which stocks are sold without the formation of queues of
unsatisfied potential customers.

In the example under consideration, and under suitable
technical conditions, the market gradually moves towards
stability. Rational producers will not continue to supply the
original volume of apples. They will switch some of their
resources to the production of alternative goods, the market
prospects of which seem to be more promising. As the level
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of supply gradually falls, the price will rise once again, for it
will be less and less necessary to cut prices to clear surplus
stocks. Eventually, the level of supply of apples to the market
will (uncontrollable influences aside) be such, and at such a
price, as to ensure that all stocks are sold, that there are no
queues of unsatisfied customers and that no producer is still
supplying apples at a level of profit lower than obtainable
through alternative uses of productive resources.

This model of the market for any good or service is the key
element in liberal economic theory. Its range is considerable,
for an identical analysis can be applied to such apparently
diverse phenomena as the demand and supply of labour
within an economy, the demand and supply of savings for
investment, and the exchange rates of those national curren-
cies that are traded on international money markets.

The real economy constitutes a simultaneous market for
the entire range of goods and services being produced and
purchased. Adjustments in the market for one item involve
adjustments elsewhere, as consumers are encouraged by
changing relative prices to adjust the relative balance of their
purchases and as producers are encouraged by changing
profit levels to redirect their productive resources. Eventu-
ally the whole market will be balanced in a condition of
general equilibrium, albeit through an extremely complex set
of evolving individual consumption and production deci-
sions. Such a condition of general equilibrium marks the
most efficient—the optimal—deployment of the communi-
ty’s productive resources, for it provides the highest overall
level of satisfaction of those popular demands that have been
expressed through market demand; and the satisfaction of
the people’s economic wishes and wants is the exclusive
definition of efficiency within the liberal perspective. This
notion of general equilibrium now occupies a central place in
modern liberal economic theory and is an essential article of
faith of neo-classicists.5

The extension of the liberal argument to the entire global
community involves no serious departure from the account of
the achievement of general equilibrium within the domestic
market provided above; merely its amplification in a few
important areas.’ The first problem with which international
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economiic relations confronts the liberal approach is the need
to explain why communities should have any economic
relationships with one another. The initial, and seemingly
quite sensible, response of the liberal economic theory was to
argue that societies would trade with one another to secure
those commodities, goods and services which could not be
produced or obtained domestically. Societies would then
export some of the goods and services that they were able to
produce at home so as to pay for those that they had to
import. The principle of this carly cxplanation of inter-
national trade was that of Absolute Advantage. Unfortu-
nately, the principle of Absolute Advantage fails to account
for the complexity of international trade that is actually
encountered. The real world reveals patterns of trade in
which societies import goods and services that they are quite
capable of producing domestically. Indeed, it is the case that
some societies both import and export certain goods and
services; as does the United Kingdom in the case of motor
vehicles. It is, moreover, quite possible for two or more
societies to import and export similar goods to one another
simultaneously.

The much vaunted principle of Comparative Advantage,
which will be outlined below, has been advanced to explain
the apparent peculiarity of a situation in which societies
import those goods and services that they could well produce
domestically. Explanations of the more complex patterns of
trade in which similar goods and services are traded simul-
taneously in both directions refer to such features of modern
production as brand names, advertising and the general
attempt to establish product differentiation, albeit largely
illusory. This latter explanation is, however, somewhat
insecure and controversial, for the trade pattern in question
may be transitional rather than persisting: a symptom of the
gradual shift of relative competitiveness between societies
rather than a strange, but durable, condition. The discussion
will return to this point later in the volume.

Comparative Advantage
The principle of Comparative Advantage is central to the
liberal explanation of, and justification for, international
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trade. It is of sufficient importance to the liberal approach,
and of such general interest, as to warrant a brief discussion.
The power and subtlety of this principle is that it demon-
strates that even where one society is more efficient at
producing the entire range of relevant goods and services
than any other, there may still be a sound basis for mutually
advantageous specialization of production and subsequent
trade between the two societies.

. The principle of Comparative Advantage can best be
cxplained through the conventional technique of adopting a
highly simplified model of reality. The most appropriate
model here is that of a world in which there are two societies
which initially produce the same two products and do not yet
engage in trade with one another. The life of the people of
the two societies is simple yet happy. The climate and natural
conditions are such as to allow them to secure shelter and
produce clothing with relative ease on an individual, or
family, basis. All that has to be, and is, produced collectively
is wheat and wine.

The first of these two societies—society A—is actually
more productive and efficient than the other—society B. For
every day a worker devotes to production within society A4,
eight kilograms of wheat or four litres of wine are produced.
In contrast, in society B one day of effort by one worker
produces only three kilograms of wheat or two litres of wine.
Since society A is clearly more efficient (in terms of output
per man day of effort) at producing everything than is society
B, there would not seem to be a sensible basis for speciali-
zation of production and the development of trade.
However, the principle of Comparative Advantage belies
first appearances in such cases and highlights the very real
advantages that could accrue from such a development. The
Figures 1.1 and 1.2 are intended to illustrate this possibility.

Figure 1.1 illustrates the overall relationship between
productive efficiency in society A and society B. Figure 1.2,
by reducing the figures for society A and society B to a
common base (one litre of wine), allows a more direct
comparison of the relative efficiency with which wheat and
wine are produced within society A4 and the relative efficiency
with which they are produced within society B: the compari-



32 Liberal and Economic Realist Approaches

Society A Society B

8 kg wheat or 4 lit wine > 3 kg wheat or 2 lit wine

Note: > indicates the greater efficiency and productivity of society A over
society B (in terms of output per man day worked)

Figure 1.1: The overall levels of productive efficiency in societies A and B.

Society A Society B

2 kg wheat : 1 lit wine 1.5 kg wheat: 1 lit wine

Note: The values have been obtained by reducing the figures for produc-
tivity of society A and society B to the common based of one litre of wine:
that is by dividing society A’s figures through by four and society B’s figures
by two. This, while appearing arbitrary, is legitimate, here, because it is no
longer the overall levels of efficiency of the two societies that are now of

interest.

Figure 1.2 The comparison of the relative efficiencies of production within
society A and society B.

son in which we are interested when considering Compara-
tive Advantage.

Figure 1.2 thus makes it clear that, irrespective of the
levels of overall efficiency, society A has a particular advan-
tage in the production of wheat. Before trade develops with
society B, society A has, in a sense, to give up two kilograms
of wheat whenever one person’s labour is devoted to the
production of one litre of wine. If it became possibie to
obtain wine at a ‘price’ of less than two kilograms of wheat,
from some other society, then it would clearly benefit society
A to give up producing wine domestically, specialize in
producing wheat and trade some of the additional wheat for
the ‘cheaper’ foreign-produced wine. In the case illustrated
in Figure 1.2 it is possible for such specialization and trade to
develop. Society B, for its part, recognizes that if it is able to
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obtain more than one and a half kilograms of wheat for one
litre of wine through international trade then it would be
advantageous to give up the domestic production of wheat,
specialize in wine production and trade some of its additional
wine for foreign-produced wheat.

The mutual advantage from specialization and trade,
inherent in the example given in Figure 1.2, may best be
demonstrated by the arbitary selection of a trade ratio of one
and three quarters of a kilogram of wheat for one litre of
wine. In the case of society A, for each litre of wine that is no
longer produced domestically two kilograms of wheat can be
produced. However, only one and three quarter kilograms of
wheat have to be ‘paid’ for one litre of wine pruchased from
society B: society A has thus profited by one quarter of a
kilogram of wheat from this new pattern of specialized
production and international trade. On its side, society B
now finds that it has to give up only one and a half kilograms
of domestically produced wheat for every additional litre of
wine now produced, but is able to obtain one and three
quarters of a kilogram of wheat when its wine is traded for
wheat from society A. Society B has also profited by one
quarter of a kilogram of wheat from the new pattern of
production and trade.

For societies A and B taken together, then, there is mutual
benefit and an increase in overall production when speciali-
zation and trade develop. The overall level of wine produced
and consumed will remain as before specialization and trade.
However, the volume of wheat produced and consumed will
have increased, with the benefits of that increase being
shared between the two societies. The level of benefit that
each society enjoys will not necessarily be the same,
however, for the exchange ratio of one and three quarter
kilograms of wheat for one litre of wine is merely one
possibility (albeit the fairest). Any exchange ratio would be
possible within the range marked by the limits of two kilo-
grams of wheat for one litre of wine and one and a half
kilograms of wheat for one litre of wine.

The real world, of course, exhibits far more complex
patterns of trade than that envisaged in this example. More-
over, the great bulk of such trade is facilitated by money
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rather than direct barter. Simple exchange ratios are, there-
fore, rarely possible to identify. However, the distribution of
the supposed benefits from specialization and trade is a
matter of very real concgrn and controversy, as will be seen
later in this discussion.

On a global scale the promptings of Comparative Advan-
tage will, liberal theorists believe, provide the driving force
for a general pattern of specialization and trade. Free-
market mechanisms will bring about the matching of
demand and supply for any given good or service and the
system will eventually attain a condition of general equi-
librium. At this point, the world’s productive resources will
be deployed in such a way as to ensure the maximum pos-
sible satisfaction of the wants and needs of the human
population.

Modern liberal economic theory has not been confined to
an explanation of international trade in terms of those pat-
terns of factor endowment that underlie Comparative
Advantage and, hence, competitiveness. There have been
some further developments that are worthy of note. Hecks-
cher and Ohlin’s work on factor endowments has been
extended, particularly by theoreticians like Paul Samuel-
son,® T.M. Rybczynski® and Harry Johnson,! to specify
the equalization of the prices (or rewards accorded to)
factors of production in different countries that will follow
from free trade. This theoretical development, however,
remains within the same methodological framework as the
original theory of Comparative Advantage and has been the
subject of considerable theoretical controversy, particularly
with regard to possible variations of supply of factors of
production, with changing ‘prices’, the unequal applicability
of production technologies in different countries, and
ambiguities in the definition of ‘capital’.!! The empirical
evidence for factor price equalization has also been, at best,
equivocal.'?

A lesser refinement of the liberal theory of international
trade concerns the opportunities it provides for the satisfac-
tion of varied tastes and the attainment of economies of scale
by producers that are highly specialized, or significantly
differentiated from their competitors. The principle of Abso-
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lute Advantage has long identified the opportunities that
international trade provides for the consumption of goods
that cannot be produced domestically. This possibility can
be extended to cover the consumption of those goods that it
would be possible to produce domestically, but for which
there might be an inadequate level of demand to justify that
production (given the costs of small-scale production). The
production of such a good in one country, but for an
international market, might then permit production on a
scale sufficient to secure sufficient economies to scale to
render production ‘economically efficient’.

The economies to scale permitted by an international
market might not be to the advantage only of those who
desired a good that would not otherwise be produced. Such
economies might also permit the increased differentiation of
products within an industrial sector as producers are able to
secure sufficient levels of production, and attendant econo-
mies of scale, for more specialized versions of the good. The
effect of such differentiation of products should be the
greater satisfaction of the particular desires of a larger
number of consumers. The clear possibility of such effects
indicates that some international trade may well be highly
desirable. The argument in this volume is not, therefore,
against international trade itself, but about the extent of that
trade and the conditions under which it might best take
place.

Analytically, liberal theory life purports to identify the
powerful mechanisms that underlie and direct economic
life—mechanisms, moreover, which will ensure the greatest
well-being of all if left to operate unhindered. A number of
the processes highlighted by the liberal approach do, cer-
tainly, play an important role in many aspects of economic
life. However, their centrality is rather more open to ques-
tion. Moreover, many of the basic assumptions of liberal
economic theory are unsound, and many of its purported
conclusions are essentially insecure. To differentiate
between the fanciful and the fruitful within liberal
economic theory therefore requires a critical re-
examination of its basic argument, and the suppositions
upon which it rests.
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CRITICISM OF THE LIBERAL APPROACH TO
ECONOMIC LIFE

Liberal economic theory embraces a considerable range of
difficulties and shortcomings. The approach rests upon a
number of basic assumptions, which vary in their complexity
rather than their theoretical importance. Many of these
assumptions subject the approach to very serious limitations
or, in a significant number of cases, are simply unsound. The
procedure adopted here will be to subject a range of such
assumptions to critical examination, in order of ascending
complexity.

Rationality .

Assumptions of rationality, in one guise or another, are
central to many theories of economic, social and political
behaviour. The liberal approach to economic life, too, is
founded upon an assumption of rationality, but rationality
defined in such a way as to create serious problems for the
realism of the resulting theory.

The question with rationality is that of the range of
possibilities to be included within, or excluded from, its
purview. Range, here, affects the linked issues of the man-
ageability of the analytical task that is being undertaken and
the predictive power of the resultant theory.

If any, and all, purposes of human beings are to be
accommodated it becomes possible, though not necessary,
for any human action whatsoever to be deemed rational.
Such a possibility is sometimes accepted, albeit briefly, in
textbook outlines of liberal economic theory but it cannot
long be tolerated for it traps the approach in endless tauto-
logy: rational behaviour is anything that the individual
believes will best serve his, or her, purely personal desires;
and actual behaviour, which is not clearly chaotic, is then
rational because it reflects what each individual thought
would best serve his, or her, personal desires. Such an
approach to rationality would render liberal economic theory
quite unable to make the kinds of judgements about
behaviour to which it aspires.

A definition of rational action that accommodates any and
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all human purposes compounds the basic issue of the pre-
dictability of human behaviour. No theory of human activity
can entirely escape the problem that perfect prediction of
individual behaviour requires full knowledge of all the indi-
vidual’s desires, perceptions and understandings that are
pertinent to the potential form of behaviour. However the
wider the range of desires, relevant perceptions and under-
standings the more intractable are the problems of confident
prediction. Moreover, the wider the range of the behavioural
influences that are permitted, the wider is the range of
variation in individual behaviour that will have to be
accepted. Claims that individual differences disappear in the
aggregate will thus become increasingly strained as the range
of accepted influences widens.

Liberal economic theory substantially restricts the defi-
nition of rationality in its attempt to combat the problems of
tautology and manageability to those human purposes that
can be realized through economic exchanges: that is, explicit
exchanges of given goods and services for other goods and
services whether directly, or indirectly through the use of
money. In practice, liberal analysis is also much aided by a
pragmatic emphasis upon those economic exchanges that
involve money. Money is not merely a medium through
which exchanges take place and a store of wealth, but is also,
and most significantly, a standard measure of value and
quantitative measurement. The advance of quantitative
studies of modern economic activity has been particularly
aided by this rather convenient restriction upon the range of
empirical interest and research.

It is important to acknowledge, at this stage of the dis-
cussion, that the explicit, and extreme, restriction of purview
is wholly legitimate for any social science. The adoption of a
clear, albeit narrow, set of initial assumptions is invaluable if
an orderly approach to a complex and problematical realm of
human activity is to be sustained. Indeed, much can be
gained from the development of restrictive, arbitrary and
highly formalized models of reality—heuristic models. The
internal dynamics of these models can be subjected to
detailed investigation and their analytical implications sub-
sequently checked against reality. Such a technique is par-
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ticularly valuable for exploring the full implications of
assumptions which have been made but which might not,
otherwise, be fully tested. Alternative visions of reality, or of
the forces underlying apparent reality, can also be investi-
gated through such models. The danger of such models and
procedures, however, lies in the possible confusion of the
model with reality: of trying to force a messy and intractable
reality into conformity with an intellectually more satisfying
vision.

In the case of liberal economic theory’s treatment of
rationality, the substantial restriction of those human pur-
poses that can be accommodated is such as to cut the theory
off from a major part of that reality which impinges upon, if
not actually characterizes, the ‘economic’. Worse, in the
hands of committed acolytes, such a réstrictive approach to
‘rationality’ soon transforms itself into an implicit illegitimi-
zation of all those human purposes that ‘threaten’ to interfere
with the realization of economic rationality. An acknowl-
edged simplification of reality has thus metamorphosed into a
critique of reality: Frankenstein’s monster, instead of being
an extremely poor imitation of a human being, has become
the mould for future generations!

In the contrary direction to that of an unduly restrictive
conception of rationality, neo-classical ‘supply-side’ econo-
mists have now become enamoured of the concept of
‘rational expectations’.!®> This ‘catch-all’ analytical conve-
nience has served to rationalize many of the observed depart-
ures between real developments and the expectations gener-
ated by earlier formulations of neo-classical economic
theory, including ‘monetarism’.

Liberal economic theory’s treatment of rationality has
been discussed at some length and in some detail both
because it is central to the liberal analysis and because its
precise nature, and implications, will often be lost upon the
unprepared reader. Some of the other assumptions of the
liberal model of a well-functioning, competitive, free-market
economy are equally basic, but unrealistic and even absurd.

Prominent amongst the assumptions that are central to the
liberal economic model are many which, in Charles Kin-
dleberger’s trenchant terms, remain ‘heroic and unrealis-
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tic’.1* These include: perfect information; perfect compe-
tition, including the absence of monopolies, oligopolies,
barriers to entry and the free movement of all mobile factors
of production; a generally equal distribution of wealth and
income; the reality of general equilibrium, whether manifest
or underlying, and the attainability of relative stability within
the empirical economy; and the absence of uncompensatable
negative externalities, paradoxes of rationality and zero-sum
features within the economic realm. It is to such assumptions
that the discussion is now addressed.

Perfect Information
If the promises of the liberal economic model are to be
fulfilled then actors must be equipped with perfect infor-
mation. Rationality, in liberal economics, is not just a matter
of trying one’s best when making decisions; choices must be
correct at all stages. Unless consumers and producers are
fully aware of all the economic possibilities that are open to
them, and of all the consequences of any course of economic
activity that they may take, they will not be able to choose
rationally. Consumers will fail to secure the highest possible
level of satisfaction if inadequate information denies them
the ability to determine their consumption patterns ration-
ally. Consumers will also fail to maximize their satisfactions if
they are prevented from developing an awareness of their
‘real’ needs and wants: a suppression of true ‘consumer
sovereignty’.13

Producers will fail to supply that range of goods and
services that are most wanted by consumers if they, in turn,
are unable to make rational decisions about the allocation of
their productive resources. Liberal economic theory’s
promise, that a laissez-faire economic system will deliver the
maximum level of consumer satisfaction and the optimal
allocation of productive resources, is thus dependent upon
the availability of perfect information to all those involved.

Perfect information may be a central requirement of the
liberal economic model: it remains patently absurd,
however, under all but the most exceptional of circum-
stances. In the modern, complex economy the range of
potentially pertinent information that confronts the potential
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consumer or producer is enormous. Moreover, the individual
would probably find such a range of information intel-
lectually unmanageable. Most actors for most of the time are,
however, denied access to anything approaching comprehen-
sive information. Information may be located at a distance or
remain technically incomprehensible when obtainable. Much
pertinent information is, and always has been, kept secret.
Most significantly, the information that is often decisive in
determining whether an economic choice ultimately proves
‘rational’ is information about future conditions. Unfortu-
nately perfect information about the future is intrinsically
unobtainable. Liberal economic theory is thus confronted by
a fundamental problem, & point which will be taken up again
later in the discussion. .

Perfect Competition

Pefect competition is also essential to the liberal economic
model. If prohibitive obstacles. confront those who might be
able to sell goods and services at the lowest possible cost then
inefficient producers wil continue to operate in the market-
place. The higher prices charged by inefficient producers
reduce the purchases that consumers can make of other
goods and services and hence reduce their general level of
satisfaction. Reduced purchases of these other goods and
services will lead to a lower than optimal allocation of
resources to their production. The excessive use of produc-
tive resources by inefficient producers is thus matched by the
under-use of resources by producers of other goods and
services and a net mis-allocation of productive resources is
thus engendered (mis-allocation, that is, relative to the
allocation of resources that would occur when all production
was as efficient (and cheap) as possible).

Barriers to Entry

Such a mis-allocation of productive resources through ineffi-
cient production can be corrected, within a liberal world,
only through the emergence of more competitive producers
who use resources more efficiently and are thence able to
reduce market prices. If the emergence of such efficient
competitors is blocked then the economic system will remain

R
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inefficient and fail to generate both the optimal allocation of
productive resources and the maximum possible level of
consumer satisfaction. Unfortunately, the real world is beset
with myriad obstacles to the emergence of more competitive
producers within many industries.

One of the more obvious problems facing a potential
producer, and one which illustrates the interrelated character
of the basic assumptions of liberal economic theory, is that of
information. Successful entry into an industry requires a
range of information about technical possibilities, support
facilities, outlets and market conditions, both current and
future, that is both extensive and extremely difficult, indeed
often impossible, to obtain.

The capacity to secure appropriate levels of financial
capital is also a serious consideration for the would-be
producer in the real world. Here again, the many failings of
capital markets may seriously inhibit the prospects of those
new entrepreneurs who might, if suitably supported, make a
substantial mark upon an industry or even create a new
industry. Those who are responsible for determining invest-
ments or authorizing loans may lack suitable technical know-
ledge and understanding, be insufficiently aware of market
opportunities, or by unduly averse to exposure to risk.

Intentional barriers to entry may also confront potential
producers with overwhelming obstacles. Such barriers may
be created by other producers, major purchasers (like large
retail chains) or governmental and quasi-governmental
authorities. The range of motives for erecting such barriers
may range from pure greed through to quite proper concerns
for the safety of consumers, the protection of the environ-
ment or the maintenance of national security.

Factor Mobility

One special condition of a properly functioning competitive
economic system is the full mobility of factors of production.
If the most suitable equipment, skills or labour force cannot
be brought to those places at which some form of production
might best be undertaken then inefficiency will result. The
cost of production will thus be higher where the introduction
of the appropriate factors of production is obstructed: ineffi-
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cient procedures will persist and artificially scarce factors of
production will receive unduly high financial rewards (or, in
the jargon, rents). This applies as much to the movement of
human labour as it does to any other factor of production. It
is interesting to note, however, that few but the most
dedicated of academic liberal economists are prepared to
advocate the completely uncontrolled movement of people
in the modern world: those governments that profess the
greatest dedication to free-market principles almost invari-
ably fall at this particular fence and are often to be found
amongst the most vigorous opponents of immigration, par-
ticularly of low-cost labour!

Monopoly and Oligopoly

Whatever the sources of the obstacles that confront the
would-be entrant into an industry, or the expanding estab-
lished producer, they have a number of effects. Inefficient
producers may be protected, as has been suggested above. In
many cases, barriers to entry may serve to protect one or
more firms that have secured a dominant place in the market
for a given good or service: a monopoly or an oligopoly. Such
firms arc able to set market prices rather than being forced to
accept whatever price the market determines. Common
sense, and a wealth of historical evidence, suggests that such
positions of market dominance are often abused, with supply
and price being manipulated to the considerable advantage
of the firm(s) involved. Indeed, in the case of pure monop-
oly, analysis demonstrates that it is economically rational for
the monopolist to sell less of its good or service at a higher
price than would obtain in a competitive market.!'® Unfortu-
nately, when monopolists then act rationally they do so at the
expense of the maximization of consumer satisfaction and the
optimal use of productive resources.

The case of oligopolies is even more problematical for the
liberal economic model. The problem here is that oligopolists
are faced with a choice between two alternatives. The first
choice is to collaborate with the other oligopolists to form a
cartel which will act, in effect, like a monopolist, securing
higher prices for a lower level of production and sales. This
choice is attractive for it offers the oligopolist the combin-
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ation of a relatively quiet life and higher profits per unit of
output than would be obtained in a competitive market.
However, the market share of each oligopolist will have to
remain more-or-less constant for such a cartel to remain
stable. Unfortunately, dissatisfaction with current market
share, or concern over some gradual fall in sales, may tempt
the oligopolist towards the second option—that of precipitat-
ing a competitive struggle.!” Such struggles between oligopo-
lists will be both uncomfortable and costly but may bring
considerable rewards as enhanced market shares are
captured.

The problem for liberal economic theory is that it is quite
unable to specify whether oligopolists will, in general, cohere
or cleave. Worse, whatever their behaviour, it is likely that
the long-run effect will be to the consumers’ disadvantage for
a cartel will maintain higher prices and lower levels of supply
while a competitive struggle may eventually result in either a
restored cartel or an actual monopoly. It is possible that an
oligopoly could sustain perpetual competition, and hence
price or quality benefits to consumers, but the historical
evidence would suggest that a mixed pattern of successive
collaboration and competition is more probable.

The capacity of producers to deploy their resources in such
a way as to ensure the maximization of aggregate satisfaction
of consumers will also be dependent upon a number of
conditions. The earlier discussion of rationality has already
implicd that the only satisfactions that can be accommodated
within the liberal economic model, and hence maximized,
are those that can be secured through market exchanges.
This is a clear, and major, limitation upon the purview of the
model. However, difficulties are also created by the two
loosely related issues of income distribution and human
homogeneity.

The Distribution of Wealth and Income

One of the conventional, and generally quite valid, defences
of a liberal economic system is its capacity to respond to, and
satisfy, a wide range of differences of individual want, taste
and preference. However, a society will be able to satisfy the
existing pattern of human needs and wants maximally only if
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all the members of that society have an equal opportunity to
express their needs and wants in the market-place. Many
ordinary mortals have long suspected that the losses of
satisfaction of those who have lower levels of income and
wealth, and who are therefore able to purchase less, exceed
the extra satisfaction secured from the additional purchases
of goods and services by those who are wealthier. A central
concept of modern economics—that of marginal utility—
comes to the aid of common sense on this potentially
sensitive point.

Liberal economic theory holds that, in general, the utility
(or benefit) secured from the consumption of any good or
service declines as more is consumed. The other side of this
proposition is that as consumption of any good or service
declines the loss of utility (or benefit) will increase progress-
ively. Thus, for the glutton, the benefit secured from an
additional potato will be vanishingly small while removing
one potato from a pauper will produce an enormous loss of
benefit for that unhappy individual. The argument that is
here applied to one basic food can equally be applied to the
entire range of goods and services that individuals consume
and it implies that the lesser satisfactions of the rich are
secured at the expense of the considerable losses of satisfac-
tion of the poor.

Many liberals are good defenders of the economic status
quo within the richer, laissez-faire economies and would not
be happy with a notion of marginal utility that condemned
substantial inequalities of income and wealth distribution.
One defence of such inequalities rests upon what has become
known as ‘supply-side’ economics. Here it is contended that
incentives for entrepreneurs are essential for the efforts and
investment that are necessary for economic growth and,
ultimately, general benefit. If increased inequalities in
income and wealth are necessary in the short term, it may
well be that income and wealth will become more evenly
distributed as the fruits of economic growth are eventually
harvested.!®

A second avenue of escape from the difficulty of inequal-
ities of income and wealth is to introduce the argument that
human beings are substantially heterogeneous: that they are
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different not only in what they wish to consume but also in
the level of satisfaction that they are capable of deriving from
various levels and patterns of consumption. This view
reduces, essentially, to the proposition that substantial
inequalities of purchasing power are acceptable because the
marginal benefit actually derived by an extremely wealthy
individual from the consumption of, say, a tin of caviar is
sufficiently high to at least balance the considerable loss of
benefit suffered by the denial to a starving individual of such
basic items as a potato or a bread roll.

The assumption of heterogeneous humanity may be conve-
nient for politically conservative liberal economists but it is a
departure that generates its own difficulties for the liberal
economic model. The problem here is that an economic
system that contains people with substantially different
wishes may well fail to respond adequately to the entire range
of needs and wants. Some needs and wants may be confined
to a very few people or may be extremely expensive to
satisfy.

Even with a relatively equal distribution of income and
wealth, those who have these problematic needs and wants
may be unable to mobilize enough effective demand in the
market to generate a sufficient level of supply. With a
substantially unequal distribution of income and wealth, such
goods and services may be those desired by the relatively
poor rather than the somewhat more wealthy. If those who
want the goods and services in question desire them intensely
then it is probable that the system’s failure to satisfy them will
result in an overall loss of satisfaction, for the alternative
goods and services that are actually produced may well
provide lower levels of satisfaction to their consumers. Thus,
an economic system’s satisfaction of one individual’s wish for
headache tablets is unlikely to offset the loss to another
individual who requires an extremely expensive drug in order
to control an ailment which is fatal but which is insufficiently
common to ‘justify’ the costs of production.

The central significance of the points that have been made
about the unsound basic assumptions of liberal economic
theory, and their many implications, is that the criticisms all
indicate many of the ways in which a laissez-faire system may,
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in practice, fail to deliver its promise of a maximization of
satisfactions and welfare for all the members of an economic
community. However, even were the basic assumptions to
prove sound, it would still be necessary for the economic
system to be able to generate a pattern of general balance,
between demand and supply for all goods and services, for
welfare to be maximized. The idea of general equilibrium
thus assumcs a position of central importance within modern
liberal economic theory and within that form which has
become known as neo-classical economic theory.!”

The notion of general equilibrium carries, as will be seen, a
number of important implications. It is to be seen as some-
thing as quite different, qualitatively, from the idea of a
multiplicity of states of partzal equilibrium. This lesser con-
dition is quite unexceptionable. At the heart of the notion of
a free market is the idea that price movements will bring
supply and demand into balance, however ephemeral, and
this is precisely what is implied by the term partial equi-
librium. Wherever price mechanisms clear markets and leave
no unsatisfied customers then partial equilibirum has been
achieved, whether it be in the local vegetable market or on
international money exchanges. The implications of this
concept are not, however, particularly profound.

The idea of partial equilibrium has a clear connection with
that of general equilibrium but in no way implies, or entails,
its occurrence. Those who wish to entertain the notion of
general equilibrium cannot adduce it from the existence of
partial equilibria for it is entirely possible that the existence
of the latter will not be accompanied by, or contribute to the
development of, the former. If partial equilibria exist in half
the markets within an economy, but turbulence characterizes
the others, then the equilibria of the former will not, in any
way, ensure general equilibrium. The idea of general equi-
librium must, therefore, be based upon considerations other
than the mere existence, at times, of some instances of partial
equilibrium.

The Methodology of Comparative Statics
The idea of general equilibrium in neo-classical economic
theory is of particularly interest, for it is both a logical
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implication of the functioning of a laissez-faire economic
system, as envisaged by liberal economic theory, and a
necessary assumption of the proposition that such a system
will deliver welfare maximization. It is, moreover, the one
concept that pinpoints one of the fundamental methodologi-
cal weaknesses of modern liberal and neo-classical economic
theory. The most acceptable (though by no means the only)
notion of a condition of gencral cquilibrium is onc that can
apply only to an economy that is at rest: an economy that is
static and unchanging. Indeed, the notion of static conditions
is entirely consonant with neo-classical economic analysis in
which the basic propositions are illustrated by comparing
some prior situation with the more desirable situation that
may be achieved once the system, or some component part,
has been subject to the beneficent influences of free-market
economic processes. This approach is the methodology of
comparative statics.*

Analysis which is conducted upon the basis of comparative
statics, whether within economics or elsewhere in the social
sciences, has certain characteristics. The sources of change
are hypothesized from the theoretical framework of the
analysis rather than identified through the study of the real
world. The processes of change are largely ignored and are
certainly not discovered through empirical investigation. In
the case of neo-classical economics the costs of change—
adjustment, in the technical language—are ignored, for, as
will be seen, the methodology allows them to be assumed
away. Finally, time is a non-dimension: it is simply not
present in a form of analysis which is necessarily timeless.2!

The development of this criticism of the concept of general
equilibrium and of the methodology of comparative statics is
necessarily delicate and difficult for it would be absurd to
imply that practising economists are actually silly enough to
believe that the world can ever be static. It will, however, be
argued that the basic set of ideas with which many liberal
economists (and particularly neo-classicists) operate reduce
to a model which does require just such an assumption.
Moreover, it will be suggested that many propositions about
economic policy also rest upon such an heroically unrealistic,
but usually latent, assumption.
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The point can be illustrated best by considering the possi-
bility that the real economy is in constant and substantial
movement, indeed of considerable turbulence. If it is
assumed that all changes of productive activity involve some
identifiable costs to those involved in production—the scrap-
ping of old equipment, the purchase of new capital, the
retraining of personnel, the mental effort involved in devel-
oping and marketing new products—then the economy as a
whole will be benefited only if the post-adjustment improve-
ments to consumer satisfaction and/or producers’ profits and
wages exceed those costs. In a world of extreme turbulence
and constant change, it is possible that there will be insuffi-
cient time during which to market the new products and
hence recoup the costs incurred. Adjustment in such circum-
stances would not be justified and would, indeed, be
economically irrational (costs exceeding benefits achieved).

The example considered above is, admittedly, extreme.
However, once continuous change is admitted, the relation-
ship between the costs of adjustment in patterns of pro-
duction and the subsequent benefits becomes an uncertain
matter. It can no longer be assumed that the benefits will
exceed the costs and, indeed, the outcome may well be
unfavourable. There is certainly nothing within neo-classical
economic theory that permits the logical deduction that
benefits will exceed costs under such conditions, and this is
serious for an approach that prides itself upon its deductive
logic. Indeed, any assertions that ultimate benefits will, in
fact, exceed the costs of adjustment are either pure acts of
faith or based upon the examination of particular empirical
conditions (rather than theoretical analysis).

Only if the resulting condition is assumed to be static can
neo-classical economic theory prove, deductively, that the
benefits of adjustment must exceed costs. Put very simply, a
static condition can be assumed to be unchanging indefinitely.
If a post-adjustment condition generates any benefit, when
compared with the pre-adjustment condition, then any level
of adjustment costs will be covered eventually.

The problem of adjustment in a turbulent environment
may be illustrated with a simple example. The targeting of
field artillery against a fortress may be compared with the
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problems of firing at fast-flying aircraft and even of engaging
in an aerial ‘dogfight’. When firing a fixed gun against a fixed
target it can be assumed that once appropriate adjustments of
aim and range have been made that, ammunition remaining
plentiful and other conditions remaining constant, successful
shots can be made indefinitely and the efforts made in adjust-
ing aim and range rewarded with the eventual destruction of
the fortress. In the case of fast-flying aircraft, the ground-
based artillery may make any number of adjustments of aim
and range without any guarantee of a successful hit, and
success in one hit does little to assure success with subsequent
shots. Vast quantities of ammunition may thus be used to
little practical effect and prodigious adjustment efforts
wasted. In the case of an aerial ‘dogfight’, the fact that both
the target and one’s own guns are in constant motion gives
rise to the possibility that not only will the target succeed in
evading even the best-aimed shots but that one’s own flying
manoeuvres will actually contribute to missing the target.??

The appropriate analogies for the world of real economic
activity are those of firing at a fast-flying target or even of
engaging in an aerial ‘dogfight’, whereby one’s own best
efforts may actually contribute to a ‘miss’. Unfortunately,
neo-classical economic theory is necessarily constrained to
the analogy of the fixed gun firing at the fixed target.

It would, however, be erroneous to assume that general
equilibrium is always treated as a static condition that actu-
ally manifest itself in the real world. Sophisticated liberal
economists clearly recognize the dynamism that is inherent in
contemporary economic reality and the implications that this
has for theory. General equilibrium therefore has to assume
a different, more interesting, but yet more problematical
form for such theorists. Rather than presuming a static and
actual condition, general equilibrium is now seen to be a
tendency, underlying reality. The complex and multifaceted
developments apparent in everyday reality are held to be
drawn towards this underlying tendency by the processes that
are endemic to a laissez-faire economic system. The con-
dition of general equilibrium is never achieved but, to the
extent that it is approximated, the general welfare is
enhanced.
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The notion of general equilibrium as an underlying ten-
dency within a laissez-faire economlc system certainly avoids
the difficulties posed by a conception of this condition as
static and actual. However, it draws liberal economic theory
onto ever more rocky shores, for it commits it to an epistemo-
logy from which many liberal theorists would recoil in horror
once aware of its implications. The problem here is that the
notion of general equilibrium as an underlying trend in
economic reality is to treat general equilibrium as a non-
observable, but central, feature of, or force within, reality.
Something has now been given a central place in liberal
economic theory which is not directly amenable to the senses
but can be adduced only from a theory which is applied to
that reality and which can only be identified indirectly
through its purported empirical effects. It is, in other words,
not an empirical concept and not amenable to simple empiri-
cal verification or falsification.

Such a concept of general equilibrium violates a basic tenet
of that positivist epistemology and ‘scientific’ procedure to
which some liberal economists lay such claim. Indeed, liberal
economics now falls firmly into the ‘realist’ school of episte-
mology.?? Thus, by adopting an underlying tendency view of
general equilibrium liberal economics finds itself sharing with
Marxist economics one of those features of the latter which
liberal economists are so often keen to criticize.

Whatever the epistemological inclinations of liberal
economists, it remains clear that relative stability has to be
assumed in the economic system if ciaims that the benefits of
adjustment will justify the costs are to be made with any
confidence. Such claims can, however, be no more than
presumptions and, in the increasingly turbulent world
economy now experienced, they increasingly assume the
appearance of simple blind faith.

Comparative Advantage and Factor Endowments

The dynamic that underlies the supposed tendency towards
general equilibrium within the global economy is, as has been
indicated, a manifestation of the principle of Comparative
Advantage. However, this principle also encounters some
serious analytical difficulties. In its contemporary form, as
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developed by Eli Heckscher and Bertil Ohlin, Comparative
Advantage is held to underlie patterns of international
economic specialization and trade. Such Comparative
Advantage is, in turn, held to rest upon varying patterns of
Factor Endowment. Thus, societies are differentially
endowed with natural resources, geographical and climatic
conditions, capital and skills. They will then tend to specia-
lize in, and export, those goods and services which require
greater quantities of those factors of production with which
each society is relatively well endowed. Equally, societies
will tend to import those goods and services which involve
intensive applications of factors of production with which
they are poorly endowed.?*

The need for Heckscher and Ohlin’s addition of the notion
of Factor Endowments to the principle of Comparative
Advantage arose from the tautological character of the
original concept. The problem was that Comparative Advan-
tage was supposed to account for observable patterns of
specialization and trade, in which societies exported those
goods in which they were internationally competitive (for
whatever reason) and imported those in which they were
internationally uncompetitive. However, the only practical
way of establishing the existence of Comparative Advantage
was to observe the patterns of competitiveness and trade that
actually appeared in practice. Thus it was that explanation
was offered in terms of something (Comparative Advan-
tage), the existence of which could be established only by
reference to the occurrence of the thing that it was trying to
explain (a competitive position internationally). To the
question—‘What makes a society competitive?’—the prin-
ciple of Comparative Advantage would have to answer—
‘The possession of Comparative Advantage’. To the sub-
sequent question—'How do you know that you have a
Comparative Advantage?’—the answer would have to
be—When you find that you are competitive inter-
nationally’.

The circularity inherent in this outline of Comparative
Advantage clearly raises considerable doubts about its analy-
tical and empirical utility. There are two possible avenues of
escape from this miasma of tautology. The first is too resort
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to the kind of ‘realist’ epistemology that has been discussed
earlier in this chapter. It would be valid, within such an
approach, to argue that Comparative Advantage constitutes
an underlying, non-observable factor within a laissez-faire
global economy which exerts an influence upon develop-
ments, and is partially, but only partially, reflected in any
specific patterns of competitiveness that emerge.

Treating Comparative Advantage as a non-observable
within a ‘realist’ approach to economics is not, however, the
way in which the concept is normally treated in liberal
economics, nor does it tally with the positivist dispositions of
many liberal economists. Developing the principle of Com-
parative Advantage with the idea of differing Factor Endow-
ments appeared, therefore, to offer ,the most promising
avenue of escape from simple tautology. However, while the
Heckscher—Ohlin principle of Factor Endowments clearly
enhances the original principle, it does not resolve all the
difficulties.

The first difficulty with the principle of Factor Endow-
ments reflects the variety of means through which many
goods and services may be produced and brought to the
consumer. Quite different mixes of the factors of production
may be employed equally effectively in the production of any
one good or service: one society may employ considerable
quantities of machinery in its farming and relatively little
human labour; another, in direct contrast, might employ very
little agricultural equipment but large numbers of farm
workers. What determines the relative competitiveness of
the two societies in international markets for agricultural
products then will not,be their relative endowments of
various factors of production but the costs of those factors
individually and the combinations required for agricultural
production within the two systems. The equation still
reduces, therefore, to the unremarkable proposition that a
society will be more competitive in producing and trading any
good or service if it can bring it to the market at a lower price
than its competitors. :

The illusory promise of the doctrine of Comparative
Advantage, even when enhanced by the Heckscher—Ohlin
principle, is more sharply exposed when questions are posed
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about the nature and origins of those suitable endowments of
factors of production that generate Comparative Advantage
and, hence, the possibilities of international competitiveness.
It is clear that there are some relatively immutable endow-
ments, of geography, resource and climate, that furnish some
societies with considerable advantages. Possession of certain
scare resources equips a society with an Absolute Advantage.
Possession of particularly fertile land or an appropriate
climate provides some societies with advantages in aspects of
agricultural production that come close to being absolute.
Thus, while pineapples can be grown in Great Britain they
can be done so only under such demanding and expensive
conditions as to render it no more than common sense to
‘surrender’ the pineapple-growing business to societies in
which their growth barely requires encouragement.

Byond a number of rather obvious, and largely nature-
given, conditions the problem for the doctrine of Compara-
tive Advantage is that the overwhelming majority of the
pertinent factors of production are man-made. Capital
equipment is manufactured and accumulated by human
beings. The economic infrastructure is developed and sus-
tained by human beings. Skills, techniques, knowledge and
specific competences are developed, acquired and trans-
mitted by human beings. Those attitudes and values that are
germane to the process of economic production are also
generated, and transmitted from generation to generation,
within human societies. Not only are such central elements
created by human beings, they are also far from unchanging
or unchangeable.

If endowments with factors of production were given for all
time, or even for relatively long periods of time, then the
analytical framework within which many modern liberal
economists work might have something useful to say about
the patterns of economic development to which societies
would be best advised to direct themselves. However, many
societies have demonstrated the extent to which Factor
Endowments can be entirely transformed by human effort
and, quite frequently, the direction of their governments.
The most careful examination of any society’s current pattern
of Factor Endowment will do little, therefore, than to
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establish one or two of the more obvious considerations and
limitations, the identification of which has never previously
required any study, whatsoever, of economic theory. The
concepts of Comparative Advantage cannot transcend this
fundamental weakness, however, for it is rooted in a
methodology which acts as an intellectual barrier to detailed
consideration of the issues of fundamental, and continuous,
change and development.

The problems with the doctrines of Comparatlve Advan-
tage and Factor Endowments can thus be illustrated by the
- imaginary example of the modern, liberal economist who is

transported in time and place to mid-nineteenth-century
Japan. What, on the basis of modern trade theory, would our
worthy economist recommend, or even expect: a future of
even greater specialization in in-shore fishing, rice growing,
fan manufacture, wood carvings, formalized art and an
interesting sideline in fearsome weaponry?

It is the poverty of much of modern liberal economics, and
of neo-classical theory in particular, on the issues of
economic growth and development that marks one of its
more serious shortcomings. Many of the most cogent critics
focus upon this issue, whether the critics be of a Marxist
persuasion? or advocates, like Professor David Simpson,2
of the virtues of earlier classical liberal economic theory and
analysis.

There are a number of additional conditions which must be
satisfied if the liberal order’s promise of maximizing aggre-
gate welfare is to be realized. These conditions are: that
unfettered economic activity does not generate detrimental,
negative externalities for self or others; that there are no
paradoxes of rationality arising from the basic notion of
rational economic activity itself; and, finally, that there are
no other zero-sum features attendant upon economic activity
and economic interaction. Unfortunately, there are powerful
arguments that seek to establish that laissez-faire economic
activity does, indeed, generate substantial negative
externalities; that serious paradoxes of rationality arise in
economic behaviour, with the effect of significantly reducing
general welfare; and that zero-sum difficulties are relatively
common.

The Liberal Approach 55

Negative Externalities

It is relatively common for the economic activity of some to
generate negative externalities for others. Noise, pollution
and general loss of amenity may be imposed upon some by
others who are engaged in self-regarding economic
behaviour. Such negative externalities may, in principle, be
compensated by those who generate them but there is no
guarantee that such compensation will be forthcoming unless
pressure can be exerted by the victims or by authorities that
are prepared to act in their defence. However, where com-
pensation is offered, and is adequate, it will ensure that the
benefits of the economic activity that produces negative
externalities will be shared fairly between those who have
incurred relevant costs.

In the real world there may, however, be many negative
externalities which are of such a form as to defy any real
restitution. If the environment is irretricvably polluted then
no financial settlements between individuals, firms or soci-
eties will compensate humanity. Nothing within a purely
laissez-faire economic system allows such uncompensatable
negative externalities to be identified or dealt with. It is
possible that the very privatization of purposes and practices,
enshrined in liberal economic theory, will encourage a short-
term, self-regarding outlook that militates positively against
any serious concern with those general losses that are gener-
ated.?” Indeed, as will be argued shortly, a serious paradox of
rationality arises on just such issues of economic activity.

Paradoxes of Rationality and Collective Goods

Many situations may generate serious paradoxes of rational
action. Rational economic decision making, for instance,
requires the possession of comprehensive information.
However, the acquisition of information is a costly and
time-consuming business. In practice, therefore, it might
well be that the costs of acquiring extra information exceed
the benefits that such additional information produces for the
quality of the decision made. To seek additional information
under such circumstances would therefore be economically
irrational for costs would exceed benefits. Unfortunately, it
may also be unclear, in many real world situations, whether
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extra information would, or would not, make a significant
contribution to the quality of decision. Such complications
and uncertainties are just the stuff of the real world that the
basic propositions of liberal economic theory assume away!

Some of the most serious paradoxes of rationality also arise
in the realm of collective goods.?® Economic analysis usually
distinguishes between two kinds of goods or services: private
goods and collective goods. Private goods can be consumed
on a purely individual basis. An ice-cream may be purchased
individually and consumed individually with no other person
allowed to share in its enjoyment. Many private goods can
also be produced and supplied on a highly variable basis, to
meet the varying levels of demand that develop at various
times. The quantities of ice-cream produced may thus be
varied relatively easily and speedily.

Collective goods are quite different phenomena to private
goods. Their essential characteristics are non-excludability
and indivisibility: once such collective goods are produced in,
or supplied for, a community it is all but impossible to
exclude any member of that community from enjoying the
benefits of that collective good or to vary the quantity of
benefit obtained by any individual. Denial of benefits to
individuals is possible only by their exclusion from the
community. The maintenance of a deterrent against
aggression by other states provides a collective good for all its
citizens and does so on non-excludable and indivisible basis.

Collective goods may be differentiated on a number of
other grounds. However, non-excludability and indivisibility
are their definitive characteristics. The interesting situation
that may then be considered is one in which the provision of
such a collective good requires voluntary contributions from
the members of a community. The problem that arises here is
that it may well be rational for any given member of that
community to withhold his, or her, contribution in the hope
that the contributions of others will be sufficient to generate
the collective good. It is important to note here that the
benefit that the individual gains from the provision of the
collective good exceeds the value of that individual’s contri-
bution to the provision of the collective good. However the
opportunity of obtaining a ‘free ride’ allows the individual to
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benefit from the collective good without sharing in the cost of
its provision and this is clearly a better cost-benefit outcome
than that in which the individual does make a costly contri-
bution.?

If ‘free riding’ was practised by only one member of, or a
small group within, a community its effects would be morally
regretable but might not, in all probability, prove practically
disasterous. There are, however, other features of collective
goods, and the impact of ‘free riding’, that render the matter
of great practical consequence. The first, and critical,
problem is that liberal economic theory is based upon the
assumption that everyone is similarly rational. Thus, if it is
rational for one member of an economic community to ‘free
ride’ it is equally rational for all others to ‘free ride’. If all
attempt to ‘free ride’ then there will be no contributions and
no collective goods (or rides), free or otherwise.

Thus the very principles of economic rationality dictate
that individuals who seek to improve their cost-benefit
outcomes by ‘free riding’ on the contributions others make
for collective goods end up by denying the benefits of those
collective goods to all concerned. Unfortunately, an
awareness of the possibilities of ‘free riding’ will undermine
the inclinations to make contributions by those who experi-
ence some persisting disposition to contribute. Such ‘angels’
will be faced with the possibility that there will be insufficient
total contributions to generate the desired collective good
and that their own contributions will therefore prove fruit-
less. Worse still, it might be difficult, if not impossible, to
recover the futile contributions that have been made. Volun-
teers who go out at night to mend a failing sea-wall, but who
find that they have done so in inadequate numbers, will not
be able to recoup their efforts when the sea eventually
overwhelms the defences. It is quite irrational, by the tenets
of economic rationality, to incur costs without attendant
benefits. The risk of such an outcome will, therefore, merely
reinforce other temptations to withhold costly contributions
to the provision of collective goods, whatever their intrinsic
desirability.

Those who are familiar with formal game theory will
recognize the parallel between the Prisoner’s Dilemma,
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‘free-riding’ calculations and the defensive withholding of
contributions. The normal outcome of such conditions will
also be familiar; that of generating a mutually disadvantage-
ous outcome in which all are denied a benefit that would have
been secured had all acted in an appropriate manner.

The real world provides a mixed picture of success and
failure of cooperation. Two keys to successful cooperation
are suggested by the analysis of collective action. The first is
that special condition in which narrow calculations of self-
interest actually do encourage all economically rational
actors to make their costly contributions to the provision of
collective goods. This situation obtains when each such
individual is convinced that his, or her, contribution is
marginally decisive: that if the contributipn is not made there
will be insufficient contributions, overall, to bring the col-
lective good into being but that if the contribution is made
there will be just sufficient contributions, with no significant
surplus.

The decision that the individual has to make under such
conditions is now identical to a choice to purchase a private
good: if the contribution is made the collective good is
created and a net benefit enjoyed; if the contribution is not
made there will be no collective good and a net benefit will
have been forgone. There is no opportunity to ‘free ride’
successfully in this situation. In the absence of an alternative
use of the contribution, which would bring higher benefits, it
is economically rational for the individual to contribute and
thereby secure the benefit of the collective good.3°

The difficulty with such a solution to the problem of ‘free
riding’ is that every one of those who have to contribute, to
bring total contributions up to a suitable level, has to be
equally and simultaneously convinced that their contribution
is marginally decisive. This is a serious socio-psychological
problem to which formal logic has nothing to contribute.
Logic indicates that the nature and size of the relevant
community has no effect upon the nature of the decisional
dilemma. Real world considerations, however, suggest that
the nature and size of a group, or community, will be decisive
in establishing the pattern of ‘inter-subjectivity’ that is neces-
sary to secure sufficient contributions.
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The second key to the solution of ‘free-rider’ problems is
provided by an examination of those other conditions which
might, if present, counteract such mutually damaging ten-
dencies. These counterveiling conditions amount, in effect,
to sources of associated costs and benefits: associated in that
these costs or benefits arise in consequence of making, or
withholding, contributions to a collective good but are not
the direct benefits, or contributional costs, of that collective
good itself. The strengths of these associated costs or benefits
may be such as to persuade an individual to contribute to the
costs of a collective good that is not actually valued (or not
valued as highly as the costs contributed).

The range and sources of the associated costs and benefits
that may suppress, and overwhelm, ‘free-rider’ tendencies is
considerable. Individuals may be influenced by their concern
to ensure continued membership of a valued social group to
contribute to its collective undertakings. A deeply held belief
or value system might emphasize the importance of making
potentially costly contributions to valuable social goods, such
as the patriotism that persuades so many to volunteer in time
of war. In some circumstances it is possible for some actors,
or agencies, to arrange for contributors to collective goods to
receive ‘side payments’—other rewards which are con-
ditional upon, but additional to, the primary benefits of the
collective good (as with the social and health facilities which
many American trade unions offer their members, but which
are additional to the unions’ primary concern with conditions
and pay at work).3! Finally, contributions may be enforced
by some sufficiently compelling agency, as in the case of
governments that extract taxes from recalcitrant citizens.*?

It is the range of sources of associated costs and benefits
within domestic society that underlies the frequency with
which successful cooperation, and contribution to collective
goods, is observed at that level of human activity. At the
international level the picture is far less encouraging. Some
associated costs and benefits can be mobilized in the areas of
limited cooperation between relatively small numbers of
states, and other transnational actors, as in the cases of
alliances, issue-focused ‘clubs’ of states, and cartels of com-
modity producers or distributors.
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At the global level it has, unfortunately, been impossible
to develop any of the sets of associated costs and benefits
discussed above. Effective cooperation on matters of sub-
stance have therefore proved extremely difficult, if not
impossible, and their fruits somewhat tenuous. The best
efforts of many well-intentioned individuals and states, over
considerable periods of time, have not succeeded in securing
a significant measure of global disarmament, an effective
Collective Security system, or a new and more equitable
international economic order.

Zeri-Sum Features and Positional Goods

Inhabitants of the real world economy are also faced with
situations in which some of their needs and wants can be sat-
isfied only at the expense of the satisfactions of others.
Zero-sum features thus arise in a number of areas of
economic activity, most clearly in the realms of positional
goods.?® The problem with such positional goods is that
part, if not the sum of their value to individuals is a direct
function of their unavailability to others. Some of the more
obvious positional goods—such as positions of status—are
excluded from the purview of liberal economic theory by its
explicit restriction of focus. They are, however, of consider-
able significance to some people and are matters which have
an important interrelationship with many aspects of
economic life.

Other positional goods, and ones which cannot be
excluded from the purview of liberal economic theory, are
those in which practical conditions mean that the enjoy-
ments of some involve the denial of those enjoyments to
others. In crowded communities a premium may attach to
properties which have a view that does not include other
property. With limited space, however, the clear views of
some involve the denial of clear views to others. Indeed, in
many areas such a clear view can be secured only at the
expense of even more crowded living conditions, and ever
more cluttered views, for others. Satisfaction of the demand
for positional goods has implications for aggregate value
satisfactions similar to the effects of inequalities of wealth
and income.
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CONCLUSIONS

The purpose of this chapter has been to demonstrate both the
major strengths and weaknesses of the liberal approach to
economics. An outline of the principal elements of the liberal
model of competitive, free-market economic activity, both
domestic and international, has, hopefully, suggested some-
thing of the appeal of this approach. It should also have
indicated how liberal theory illuminates many areas of empi-
rical reality. The criticism of the liberal approach should,
however, serve to highlight the many difficulties generated
by its core assumptions and basic methodology.

The basic assumptions of the liberal approach to the
analysis of economics are serious simplifications of, and
unsound assumptions about, important aspects of reality. Its
core methodology of comparative statics is also profoundly
inadequate, and seriously misleading, as a basis for analysing
a dynamic and turbulent global economy. The central
concept of rational action also generates paradoxes which
undermine the theory’s claim to prescribe arrangements that
can ensure the maximization of general welfare.

The implication of this critical discussion of the liberal
model is that the adoption of an alternative view of
economics, and approach to economic policy, can be justified
on the basis of the clear shortcomings of the liberal approach
itself. It is possible to adopt an approach that is consistent
with Economic Realism, or neo-mercantilism broadly
defined, as a ‘second-best’ policy that acknowledges the
perversity and mendacity of human agencies which encour-
ages illiberal practices. However, it may equally be that
human beings, and their governments, behave in ways that
do not accord with liberal tenets, not because they are stupid
or perverse, but because the tenets of the liberal position are
themselves insecure in the ways that have been suggested in
this chapter.

The arguments in the following chapters will not depend
upon the argument that the liberal model is inherently
flawed. The argument in favour of Economic Realism, or
neo-mercantilism, can be founded equally effectively upon a
theoretical criticism of the liberal approach or upon a
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description of prevailing realities, whatever their origin.
However, it has been the purpose of this chapter to suggest
that human obduracy in the face of such a compelling
doctrine as liberal economic theory may not be entirely the
fault of the human beings!
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